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SUBJECT: Internet Connecti on And Access Device Credit

SUMVARY

Under the Personal Inconme Tax Law (PITL) and the Bank and Corporati on Tax Law
(B&CTL), this bill would provide a credit of an unspecified anount to any

t axpayer who provides an Internet connection and an Internet access device

wi t hout charge to a | owinconme househol d.

EFFECTI VE DATE

As a tax levy, this bill would be effective i medi ately upon enactnent. This
bill specifies that it would apply to taxable and i ncone years begi nning on or
after January 1, 2000, and before January 1, 2006.

LEG SLATI VE H STORY

SB 1626 (2000) proposes a refundable credit for specified | owincone taxpayers
who purchase a personal conputer, printer, and access to the Internet. AB 2163
(2000) proposes credits for taxpayers who provide | owincome househol ds a
conputer or |Internet access.

SPECI FI C FI NDI NGS

Exi sting federal and state | aws provide various tax credits designed to provide
tax relief for taxpayers who incur certain expenses (e.g., child adoption) or to
i nfl uence behavi or, including business practices and decisions (e.g., research
credits or econom c devel opnment area hiring credits). These credits generally
are designed to provide incentives for taxpayers to performvarious actions or
activities which they may not otherw se undert ake.

Exi sting state | aw provides general rules that apply to the division of credits
anong two or nore taxpayers, a husband and wi fe, and partners.

Under the state Public Utilities Code, Lifeline tel ephone service is a discounted
residential tel ephone service available to those subscribers who, anong ot her
requi rements, nmeet the follow ng total household gross incone requirenents for
2000:

Nunber of people Annual gross incone
1-2 $17, 750
3 $20, 910
Each additional person add $4, 180
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Current federal and state laws do not allow a credit for providing Internet
connections and Internet access devices.

This bill would provide a credit of an unspecified ambunt to any taxpayer who
provides an Internet connection and an Internet access device w thout charge to a
| ow-i nconme househol d.

The bill defines "l owincome househol d" as a household that neets the same incone
standards currently in law for lifeline tel ephone service and has at | east one
child enrolled in public school in grades Kto 12, inclusive.

This bill would allow any unused credit to be carried over until exhausted.
Since this bill does not specify otherwi se, the general rules in state | aw that
apply to the division of credits anong two or nore taxpayers would apply.

Pol i cy Consi derati ons

This bill does not restrict the credit to taxpayers that provide Internet
connecti ons and I nternet access devices to | owincone househol ds | ocat ed
within California.

Currently the departnment is noving toward paperless, electronically filed
(E-file) returns. This bill would support the direction of the departnent
by allowi ng nore taxpayers to access the Internet.

| npl enent ati on Consi derations

This bill uses the terns "Internet connection" and "I nternet access device;"
however, these terns are not defined in the bill. It is unclear whether

"I nternet connection"” would include only the dial-up account or also the
phone line and installation if necessary. It is unclear whether "Internet

access device" would include only a nodem or the computer, nonitor, cables,
software, etc. or also such devices as Web-TV. The absence of definitions
to clarify these ternms could | ead to di sputes between the departnment and
taxpayers and thus could conplicate the adm nistration of the credit.

The bill does not specify the length of time during the year that the
Internet service nust be provided to qualify for the credit. Therefore, it
appears if service were provided for any period during a taxable or incone
year, the taxpayer would qualify for the credit. 1t is also unclear whether
the taxpayer would qualify for the credit if the taxpayer allowed a | ow

i ncomre household to access the Internet by using the taxpayer's Internet

connection and I nternet access device. The bill needs clarification to
ensure that the | owinconme household receives the benefit intended by the
aut hor .

G ven the nature of the Internet, a taxpayer may provide an I|nternet
connection to dozens of custoners in many different cities. Franchise Tax
Board (FTB) woul d be unable to easily verify the taxpayer's eligibility for
the credit without an audit. Some nethod is needed to guarantee that the
taxpayer verified the lowincone eligibility of the household and to require
that the taxpayer provide that verification to the departnment upon request.
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This bill does not |limt the nunber of years for the carryover of unused
credit anmobunts. The department would be required to retain the credit
carryover on the tax fornms indefinitely because unlimted credit carryover
is allowed. Recent credits have been enacted with a carryover limt since
experience shows credits are typically used within eight years of being
ear ned.

FI SCAL | MPACT

Departnental Costs

Once the inmplenmentation concerns are resolved, this bill should not
significantly inpact the departnent’s costs.

Tax Revenue Esti mate

This proposal is estimated to inpact PIT and B&CT revenues as shown in the
foll owi ng tabl e.

Fi scal Year Cash Fl ow
Taxabl e Years Begi nning After Decenber 31, 1999
Enact nent Assuned After June 30, 2000
$ MIlions
2000-01 2001-02 2002-03
- $6 - $6 - $6

Thi s anal ysis does not consider the possible changes in enpl oynent, personal
i ncome, or gross state product that could result fromthis neasure.

Note: It is assunmed that |owinconme households nust be in California and
only “donations” would qualify, not enpl oyee benefit conpensati on options.
The bill does not yet specify what an Internet access device includes, the
length of time the service (connection) nust be provided by the taxpayer,
and the anmpbunt of credit. For this analysis, it is assunmed that an I|nternet
access device is a conputer (new or used) that has the necessary hardware to
connect to the Internet, the service (connection) would be provided for one
year, and the credit anopunt would be equal to the fair market value of these
two conponents. This estinmate assumes 9,500 househol ds woul d receive

I nternet devices and access, at a cost of $640 each.

Tax Revenue Di scussi on

The revenue inmpact for this bill will be determ ned by the nunber of | ow

i nconme househol ds that qualify for the donations, the nunber of taxpayers
donating to those qualified, the cost, and the anmount of credits that can be
applied against available tax liabilities.

This estimate was developed in the following steps. First, according to

I nternal Revenue Service data (Statistics of Income Bulletin), approximtely
2.5 mllion Californians clainmed the federal Earned Income Tax Credit (ElIC)
for tax year 1997. Since the federal EIC is available for taxpayers with

i ncones of |ess than $30,000, it was assuned that these househol ds woul d
meet the incone test for receiving donations. Second, this nunber was grown
5% per year, yielding approximtely 2.8 nmillion households for 2000.
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Third, this nunber was adjusted downward by one-fourth to account for
househol ds that would either not have a child enrolled in grades K-12,

| eavi ng approximately 2.1 mllion households for tax year 2000. Fourth, 40%
of all U S. households reportedly have conputers, conpared to 8% for
famlies with | ess than $10, 000 of annual income. It was projected for this

anal ysis that 13% of households with | ess than $30, 000 of annual incone are
currently conputer owners. This percentage was used to reduce the nunber of
qual i fyi ng househol ds, | eaving approximately 1.9 mllion with | ess than
$30, 000 of annual income for tax year 2000. Fifth, the average cost for an
Internet device (i.e., a personal conputer) and connection was projected to
be approxi mately $640 ($240 for the Internet connection and $400 for the

I nt ernet device).

According to the Detw | der Foundation for conputers, the mpjority of

t axpayers donate used or unwanted conputers to schools/libraries, not

i ndi vi dual househol ds. Enpl oyers, such as Intel, that are or may provide
personal conmputers to enpl oyees are doing this as part of an overal
benefits package, not as donations (the latter is assuned for this

anal ysi s).

It is unknown how nmany taxpayers woul d donate an Internet device and provide
an Internet connection wthout charge to |lowincone famlies. However, if
9, 500 househol ds (approxi mately one-half of one percent of the above total
househol ds) receive donations in any given year, the revenue | oss would be
on the order of $6 million annually. This inpact allows for the fact that
many donors woul d be redirecting used conputers from public schools to
househol ds to take advantage of the tax credit.

POSI TI ON

Pendi ng.



